The Australian Bank Crashes of the 1890s Revisited
In the early 1890s, fi nancial crises occurred in many countries, most of which were connected to international capital fl ows. Australia, a major importer of capital, had diffi culty borrowing after the Baring crisis of 1890. This article argues that local factors shaped the consequences of the banking crash in early 1893. A fortuitous legislative change averted a calamity by allowing for reconstruction rather than liquidation of banks, economic activity was depressed as banks became more conservative lenders, and the reconstructions reduced the wealth of domestic bank creditors and shareholders. The article concludes by noting that there was no targeted policy response in the short or medium term to prevent a recurrence of such an event.
revious studies of the Australian bank crash of the 1890s have taken a local view of the episode within the context of a surge in British capital infl ow and then cessation of it. Contemporary writers drew a link between the infl ow of British capital and a speculative bubble in real estate, mining shares, and farm property. They identifi ed the tightening of British credit and end of the land boom as the tipping point for the stability of the banking system. Journals such as the Australasian Insurance and Banking Record provide a detailed chronology of the failure and liquidation of fringe banks, then contagion leading to the suspension and reconstruction of most banks. Later writers followed a number of lines of inquiry. Some have highlighted corruption amongst the colony of Victoria's political and mercantile elite and weaknesses of corporate governance within businesses at the height of the boom in "Marvellous Melbourne." Others have delved into decision-making
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within banks particularly with respect to liquidity and capital ratios, the quality of lending decisions, and prudential controls. The effi cacy of the decisions taken by the Victorian Banking Association and by governments in Victoria, New South Wales, and Queensland in preventing the crisis provided another strand to the literature. Interpretation of the reasons for failure remains a contested domain. 1 The recent global fi nancial crises have generated a renewed interest in the systemic instability of fi nancial systems across time, space, and regulatory regimes. There is a search for commonalities and overarching explanations and for more detailed analysis of similarities and linkages with earlier events. 2 In his recent study of the evolution of banking, Richard Grossman suggests a high degree of commonality across countries with respect to the life cycle of the industry: crises, bailouts, merger movements, and regulation. 3 The Australian banking crisis of 1893 occurred around the same time as a series of banking, currency, and sovereign debt crises in many other countries. 4 Michael D. Bordo and John S. Landon-Lane note that these crises were connected and note "a signifi cant risk of a global fi nancial crisis." 5 However, Australia was an outlier in many respects. It had not been prone to serial crises. The 1890s was a spectacular exception. A comparative perspective shows that this was a focused affair: a banking crisis. There was no associated crisis in sovereign debt markets; yields on New South Wales's stock spiked only 46 basis points in April 1893. 6 By comparison, the value of Argentina's public debt fell by more than 60 percent during the 1890
Baring crisis, when Barings Bank nearly went bankrupt due to risky investments in Argentina. 7 In Australia by contrast, currency markets and government fi nances remained on a remarkably even keel throughout. 8 This article will focus on the local character of the crisis. I will discuss three issues. The fi rst concerns the path to the closure of most Australian banks within a six-week period between Easter in April and midMay of 1893. The question is not why did a widespread banking collapse occur, but why did the episode unfold as it did and when it did. I shall argue that the amendments made to the Companies Acts in 1891 and 1892 and the courts' interpretation infl uenced the course of the crisis, particularly the emergence of contagion and an acceptance of reconstruction as a mode of work out. Without this change in the law dealing with the winding up of companies only several months prior to the bank crashes, an alternative outcome was possible that would have had far more calamitous impacts. The second question is the link between the bank crashes and the depression experienced in the real economy. Recent research suggests that by some measures the 1890s depression in Australia was deeper and longer lasting than that of the 1930s. The 1890s depression differed from the 1930s in that it was preceded by a much larger increase in credit and then experienced a major banking collapse. 9 In the 1890s, nearly all of the banks that suspended operations reopened after "reconstruction." I will argue that the impact of the banking crash on the real economy worked through a combination of expenditure and wealth effects. Being borne by non-residents mitigated the latter, which fell heavily on depositors and shareholders. The third question is, What was the short-and medium-term response to this crisis? The short and puzzling answer is surprisingly little. I offer some speculative answers for the failure to address the specifi c issue of prudential standards and regulatory oversight.
What Happened to Failed Banks?
The backstory is that sustained capital fl owed through public and private channels into capital formation and created an asset bubble. By the 1880s, speculation was rife in urban real estate, particularly in Melbourne, the capital of Victoria, and there was evidence of overinvestment Sydney, 1999. in the pastoral industry and in public utilities. Australian fi nancial intermediaries, the most important of which were note-issuing banks known colloquially as trading banks, raised funds domestically and in Britain, which they lent with abandon. Specialist intermediaries-such as land banks, building societies, and pastoral fi nance companies, which borrowed from the trading banks as well as collecting deposits and issuing debentures-funneled credit into building and the pastoral industry. The ratio of credit to Gross Domestic Product (GDP) rose strongly as the balance sheets of both the intermediaries and their customers became highly leveraged.
By the late 1880s, the boom had run its course. Falling asset prices, compounded by shrinking commodity prices, increased pressure on borrowers, whose defaults undermined the stability of lending institutions. Widespread failures were evident among the land banks and building societies through 1891 and 1892 and intensifi ed the fears of trading bank depositors. 10 The suspension and liquidation on March 5, 1892 of the Mercantile Bank of Australia and on January 28, 1893 of the Federal Bank of Australia, both of which were closely linked to building societies, heightened anxiety about the safety of the other twenty-two banks. Many bank shares carried additional liability, some of which would be triggered by suspension. Bank shareholders began dumping stock long before depositors began to look for safer waters. A number of the trading banks were heavily exposed to the building societies. In late 1892 and early 1893, those banks felt increasing strain, losing deposits and gold coin, a dangerous position, as their notes were fully convertible. The Commercial Bank of Australia, the largest bank in the colony of Victoria, whose capital Melbourne was the epicenter of the speculative building boom, shut on April 5, 1893. Within six weeks, thirteen of Australia's twenty-two trading banks had suspended operations.
What happened next? All of the banks had reopened within a few months of suspending.
11 Almost immediately they were accepting new business as trustees, anticipating the formal reconstruction whereby the "old" bank became a "new" bank. The bargain with creditors was that instead of liquidation they accepted a conversion of their deposits into longer-dated securities and, in some cases, preference shares. The shareholders had to meet fresh calls for capital, and their dividends ranked below payment of interest on deposit claims and preference 10 shares. 12 Poorly performing loans and worthless advances were heavily written off at the time of suspension. However, there was no credit crunch. There was no spike in interest rates, and banks honored one another's checks and bank notes through clearing exchanges. 13 By mid-1893, banking went on as usual.
This favorable outcome was not inevitable. Some banks were insolvent in early 1893, but those that were not possessed little defense against withdrawals by depositors wanting the security of gold. After the closure of the Commercial, panic withdrawals of deposits and gold triggered the suspension of other banks. Bankers also suspended in anticipation of the withdrawal of British deposits, some 40 percent of the total, much of which matured at the end of the Scottish Whitsun term in mid-May. 14 The suspension of the Commercial and the likelihood of wholesale withdrawal of British deposits bookended the period when banks were most likely to suspend.
The likelihood of suspension by banks under pressure increased, as no colonial government in Australia had the fi nancial capacity to mount a "bailout" in the modern sense. The Associated Banks of Victoria did offer support at the margin for banks by liquidating good quality assets but could not offer a general lender of last-resort mechanism. 15 Governments in each of the three colonies where bank failures occurred undertook a variety of measures to prevent or alleviate the crash. The newly appointed Victorian government, particularly the Treasurer, G. D. Carter, was anxious to protect the Commercial Bank from going into liquidation. 16 Senior fi gures in the government may well have known that the Commercial's directors had plans to suspend as early as March 10, 1893. 17 The Chief Justice, Sir John Madden, would have been involved in any such discussions, as he acted as Administrator in the absence of the Governor, the Earl of Hopetoun, and was a member of the Executive Council from January 26 until May 11, 1893. 18 The proclamation of the Banking Companies' Shares Sale and Purchase Act on February 27, 1893, making the short selling of bank shares a misdemeanor, may have delayed the panic among shareholders, although the horse had long bolted. 19 Pressure from the Treasurer forced the Associated Banks of Victoria to publish a statement on March 14 indicating its support for failing banks, notably the Commercial. 20 However, a retraction the following day only increased suspicion about the safety of individual banks. Later Carter arranged an agreement between the government and the banks to make £1.9 million available to the Commercial, an offer it rejected. 21 Moreover, he attended the meeting of creditors of the Commercial Bank on April 24 where he stated he was "sure that anything the Ministry can do to facilitate the reconstruction of this bank they will only be too glad to do." 22 The proclamation of a fi ve-day bank holiday on April 30, 1893 by the unfortunate Carter increased uncertainty, and the strong banks ignored it.
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Both the New South Wales and Queensland governments undertook action to alleviate the crisis in their colonies. In an attempt to retain confi dence in bank notes, which were not in the fi rst charge on bank assets in New South Wales, the government legislated to make bank notes legal tender for six months, with the assent of the Bank Issue Act on May 3. However, all but one of the banks did not wish to be party to the action. Consequently, the act was not proclaimed until after the suspension of the Commercial Banking Company of Sydney on May 16. In New South Wales the passage of the Current Account Depositor's Act, passed on May 26, promised to pay half of the locked-up current account deposits. This may not have had much benefi t, as the Commercial Banking Company of Sydney had released its current accounts. 24 The Queensland National Bank enjoyed a particularly strong relationship with the government. In 1896, after the death of Edward Drury, the Bank's general manager, it was discovered that the company was hopelessly insolvent. The government rushed through the National Bank of Queensland Guarantee Act to safeguard depositors until it could revise a reconstruction scheme in 1897. What remedies were available to creditors in banks that were insolvent or that an inability to pay out in notes or gold coin might drive to failure? The extant Companies Act of 1890, drawn from British jointstock companies acts, determined their rights. The stark choice was liquidation-through the alternative of voluntary or compulsory winding up under the court's supervision or of trading on in the hope of recouping the losses. The collapse of the land boom in 1891 brought about a rise in personal bankruptcies and company failures of those speculating in property and shares. Politicians caught up in the failures rushed through new legislation, the notorious Voluntary Liquidation Act 1891, which "by protecting companies from being forced into winding-up under court control and allowing voluntary liquidation to proceed unrestricted, . . . facilitated concealment of mismanagement and outright fraud." 26 The new legislation increased the likelihood of liquidation of any bank that was to suffer a loss of its depositor's confi dence.
Help came from an unexpected quarter. In May 1892, Agar Wynne, a member of the Legislative Council, introduced a private members bill to repeal the Voluntary Liquidation Act and to amend the Companies Act. 27 Inter alia, Wynne argued that the current legislation made it too easy for fi rms to be liquidated in a manner that did not respect the rights of all creditors. 28 Making little headway with his grand plan, on September 7, 1892 Wynne proposed to split the bill into two parts, "one of those parts dealing with the repeal of the Voluntary Liquidation Act, and [the other] embodying clauses with reference to compromise similar to those provisions in force in New South Wales."
29 Treasurer Carter, speaking on November 24, presciently suggested that the bill "should deal with companies which were not yet defunct but which, if they did not get some legislative assistance, might become defunct." 30 The rules of the game changed in December when the government enacted the Companies Act Amendment Act of 1892, which was a copy of sections dealing with reconstruction from the British Joint Stock Companies Act of 1870. The pendulum had swung towards a court-sanctioned process that was based on an easy test for compromise or reconstruction only months before the banking collapse. The Court noted that before sanctioning a scheme for compromise or arrangement made between a company and its creditors under the Companies Act Amendment Act 1892 (No. 1269). secs. 3 or 4, the Court will consider whether or not the scheme proposed is such that men of business might reasonably come to the conclusion that it was a fair scheme and likely to be benefi cial to all classes of creditors concerned. Subject to this, it is the intention of the Act that the majority of the creditors should be allowed to bind the minority, but the Court must be satisfi ed that as far as possible the approval of the majority was founded on suffi cient information as to the fi nancial position of the company.
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The Court's reception of the scheme of arrangement proposed by the Commercial Bank of Australia was of critical importance. If the Court rejected, delayed, or seriously modifi ed the proposal, one can conjecture that the creditors of other banks would have increased pressure on their own institutions. If banks started selling assets on a falling market to raise cash, then the moment would have arrived when insolvency rather than illiquidity was the issue for most banks. In these circumstances, it is likely that the crisis would have been far more severe and the banking system deeply compromised. No previous study has attempted a formal analysis of this counterfactual. Rather, I identify a number of plausible assumptions about what might have happened. For instance, only a handful of banks may have survived, the contenders being the Bank of New South Wales, the Union Bank of Australia, and the Bank of Australasia. However, they lacked the capital and human resources to meet the banking needs of the whole country by providing bank notes, supporting domestic and international payments, accepting deposits, and making loans. The government-owned savings banks in each of the colonies did not possess the capabilities or the branch networks to offer the range of services provided by the defunct trading banks. Some form of public-sector bailout may have been necessary, possibly nationalization of the private banks via government capital injection. Shareholders in the reconstructed banks operating in Victoriaincluding two British banks, the English, Scottish & Australian Chartered Bank and the London Chartered Bank of Australia-were to provide the fresh capital of £4.7 million.
32 Raising a comparable sum would have placed great burdens on the government resources of that colony, which in 1893 collected only £2.5 million in tax and whose total annual revenue was £6.9 million. 33 The chaos prior to any such bailout and the terms of the bailout itself might have led to a budget blowout, 31 Much of this paragraph draws from "In re the Commercial Bank of Australia Limited," Victorian Law Reports (1893): 333-80. Quote at 333. Emphasis added.
32 Australasian Insurance and Banking Record (July 1893): 688-91. 33 Barnard, "Government Finance," G51- 75. which in turn might have triggered a crisis in sovereign debt and currency markets. Sir Edward Dundas Holroyd, judge of the Victorian Supreme Court, received and accepted the petition for compulsory winding up. 34 Following subsequent meetings of the creditors and shareholders on April 24, 1893, Sir John Madden, a Chief Justice of four-months standing, heard a motion seeking reconstruction. 35 Madden, being persuaded by counsel that "a winding up at the present time would be disastrous to all concerned," permitted the reconstruction scheme to go ahead without a searching examination of the issues involved or mandating statutory meetings with creditors in both Australia and Britain. Mid-May, the full Court heard an appeal on behalf of British depositors against a number of elements of the scheme. The three judges on the bench, including the highly experienced Holroyd, wrestled to interpret the extent of their authority under the new legislation and its British precedents. While the judges rejected nearly all the matters of the appeal, it was clear that they had a number of concerns about procedural issues. However, the transfer of the assets of the old bank to the new bank before the appeal infl uenced the Court's decision to reject the appeal at the margin, and many new customers had made deposits with the new bank. To not sanction the scheme would harm the "new interests" that had been created. 36 Fortuitously, given what was about to unfold, the test proposed in the act signifi cantly increased the likelihood of reconstruction rather than liquidation. If more than three-quarters of the creditors at the meeting agreed to follow this course of action, the Court had little ability to overturn that decision unless the bench found it to be glaringly unfair or unreasonable. The Court felt constrained to reject the scheme on the basis of any doubts it might have about the fi nancial position of the bank. The Court needed to be satisfi ed that the creditors at the meeting would hear a full disclosure of the fi nancial position. In the judgment of the full Court, Holroyd stated that "if an institution is unsound, it is better that it go into liquidation at once than its subsequent downfall should infl ict a more widespread disaster." 37 However, the Court felt that it was not its role to decide whether the institution was insolvent. Holroyd argued that "even if the Court had before it all the materials relating to the bank's position, the Court would fi nd it 34 I am greatly indebted to John Waugh of the Melbourne Law School for his guidance on these matters. He bears no responsibility for my interpretation. diffi cult to pronounce an opinion as to what might be the ultimate success of a large institution like this." 38 Its unwillingness to do so saved the day given that the Commercial's revealed losses rose from £800,000 at the time of its suspension to £3 million, with another £1.5 million of non-performing assets held in an off-balance-sheet Special Assets Trust Company.
39 George Meudell, a plaintiff in the case, refl ected long after the event, "When this bank failed in 1893 it should have stayed shut. It was in the most awfully putrid state, for out of its £13,000,000 of assets only about £2,000,000 were realizable."
40 Margot and Alan Beever, having access to the bank's internal records, imply that it was insolvent at the time of its suspension and remained so throughout the nineties. 41 The wording of the act tied the hands of the judges. Banks under pressure readily obtained reconstructions. The decision in the Commercial case served as the template for others that followed, suspending and reopening even before the Court heard the Commercial's appeal. New laws supported the reconstruction process. New South Wales's Joint Stock Companies Arrangements Act, which was passed in January 1892, was identical to Victoria's Companies Act Amendment Act. Queensland followed suit in 1894. 42 Importantly, Victoria assented to the Reconstructed Companies Acts in 1893 and New South Wales in 1894. These acts facilitated the transfer of business being done within Britain to their reconstructed counterpart. 43 Moreover, they waived stamp duty on the transfer of books from the old banks to the new, saving the new banks from an administrative nightmare and a crippling tax bill.
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The Bank Crashes and the Depression
The existing literature has surprisingly little to say about the role of the 1893 bank crash in explaining the timing, depth, or duration of a depression, which in many respects was more severe than that of the 1930s.
45 Ernst Boehm's seminal study, for instance, does not give the bank crash a central role in causing the depression. 46 He argues that 38 "The Commercial Bank," The Argus, 16 June 1893, 7. John Waugh brought this quotation to my attention. 39 Merrett, "Preventing Bank Failure," Tables 4 and 5 the depression resulted from an intersection of the creation of structural imbalances-excess physical capital stock-arising from overinvestment and from a tightening of credit in London. Exuberant lending by banks and other fi nancial intermediaries had facilitated the emergence of asset bubbles. As economic activity slowed, asset values tumbled and bankers were left with impaired loan books. The banks reached a tipping point in early 1893 when many of these institutions faced critical liquidity and solvency issues, resulting in reconstructions and liquidations. Having purged the excesses of the speculative boom by writing off assets, the banks struggled to rebuild their balance sheets in a depressed economy. However, Boehm argues that the causation fl owed both ways as the "rehabilitation" of the banks resulted in "a severely contractionary credit policy throughout the remainder of the nineties [which] contributed greatly towards the protracted nature of the recovery."
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In Table 1 we see that the level of GDP had peaked in all six colonies years before the bank crash. Moreover, the trough of the depression occurred either before or at the same time as the crash in three of the colonies. A recent study of multi-country crises suggests that banking crises lead to severe recessions and that the American experience shows that "recessions associated with fi nancial crises are generally followed by rapid recoveries." 48 The Australian experience fi ts with the fi rst 47 Ibid., 325. claim, but not the second. The Australian recovery, measured in terms of national GDP exceeding the earlier peak, was protracted, taking nine years. The impact of the depression differed markedly across the country. For instance, Victoria suffered a contraction of a third of its GDP between 1890 and 1894 and took until 1907-1908 to overtake its earlier peak. Do regional differences in the credit boom of the 1880s explain the variation in GDP movements? Table 2 shows that bank advances as a proportion of GDP grew fastest in Victoria and Queensland between 1880 and 1892. Victoria was home to banks that accounted for more than a half of the national total of loans and had the largest losses. 49 Table 3 supports the intuition that Victoria would suffer the deepest and longest lasting depression. However, Queensland, which experienced a comparable credit binge, did not. Other colonies, most importantly New South Wales, which escaped a Victoria-style banking boom and crash, suffered deep and long lasting depressions. Clearly, multiple factors were at work here, including droughts, swings in commodity prices, gold discoveries in Western Australia, fl exibility in labormarket adjustment, defl ation, and so on, which make disentangling the impact of the bank crashes on the depression and the process of recovery diffi cult. 50 While economic activity peaked in all colonies years before the bank crash, I will identify two channels through which the crash did directly contribute to the severity and duration of the depression. I am not in a position to say which played the more important role in transmission. The fi rst, discussed below, is the slower credit growth after the crisis. The crash precipitated a long and deep decline and slow recovery in bank lending, as shown in Table 3 . However, it is diffi cult to determine whether this was a cause or consequence of the depression. Banks did accommodate themselves to falling demands for credit from their customers whose incomes were shrinking. Businesses and households were deleveraging their balance sheets as the asset bubble burst. The excess of physical assets in the housing and pastoral sector dampened demand for new investment. The behavior of interest rates suggests that demand for bank loans fell. Nominal interest rates charged for bank loans declined from 9 percent in March 1891 to a trough of 6 percent in 1897, and the spread between lending and deposit rates remained steady across the period. 51 Banks did slow the growth of credit by changing the way they managed their balance sheets. The total assets of the private banks fell by 25 percent from 1892 to a trough in 1899. Both the amount of bank advances and the money supply, M2, fell more sharply, by 35 and 47 percent respectively (see Table 4 ).
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Holdings of cash grew relative to deposits, and the reconstructed banks siphoned off earnings and fresh investment made by shareholders to rebuild reserves. The amount of lending relative to the deposit base fell.
The second channel between the bank crash and the depression resulted from the reconstruction arrangements made between fi nancial institutions, their creditors, and shareholders. The reconstruction schemes greatly reduced the wealth of bank creditors, who agreed to hold illiquid long-dated securities or preference shares, and of shareholders, who were forced to pay calls for fresh capital and ranked behind depositors and preference shareholders' interest before receiving dividends. Table 4 presents estimates of movements in the money stock because of the impact of the reconstruction schemes as indicators of the burden borne by depositors within Australia. 53 These are national fi gures. I suggest that the fall in the money supply in Victoria would have been higher than elsewhere. The key results are that M2 and M3 fell by over 40 percent from peak to trough and recovered slowly. Even after adding back a discounted market value of locked up claims once a secondary market was established, on the unrealistic assumption that all long-dated deposit claims were immediately sold into that market, M2* and M3* still contract by around 20 percent. These falls represent a range of 14 to 33 percent of Australia's GDP in 1893. The comparable decline would have been far higher in Victoria. These falls dwarf those occurring in the 1930s. In that depression, M3 contracted by 11 percent on an annual basis and 14 percent on a quarterly basis between March 1928 and June 1931. 54 Moreover, in his analysis of the relationship b etween changes in the stock of money and the real economy, Boris Schedvin includes net assets held abroad by Australian banks, "London funds," as part of their cash holding or high-powered money. The willingness of the banks to let their reserve ratios fl uctuate in a counterc yclical way leads Schedvin to conclude there was not "any signifi cant relationship between contraction of the money stock and the fall in income and employment."
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What happens to the wealth of bank shareholders caught up in reconstruction schemes? The data set is far thinner than for depositors, but the story seems worse. In my article on 1893 bank crashes, I argue that the market value of most Victorian banks was already below book value prior to the onset of the crash. 56 While Allan Hall calculates that the value of shares in "Melbourne banks" contracted by more than 80 percent between 1889 and 1900. Moreover, the value of all bank shares listed on the Stock Exchange of Melbourne, presumably including the Sydney and British banks, more than halved. 57 The bursting of the asset bubble had considerable wealth effects. Table 5 shows the signifi cant fall, around 40 percent, of residential property values in Sydney and Melbourne, and a long period to recovery. Moreover, values for various classes of securities on the Sydney Stock Exchange also exhibited heavy falls and slow recovery, especially 55 Schedvin, Australia and the Great Depression, 209-10. 56 Merrett, "The 1893 Bank Crashes," for fi nancial shares. Household and business balance sheets shrank further as value of their claims against banks shrank. A crude measure of this impact is to compare the 1893 fall of roughly a third in the value of M2 and M3 to GDP. We can assume that reduced income from the ownership of fi nancial assets and associated dissaving would have depressed expenditure below what it otherwise would have been, contributing to lower production and rising unemployment. However, for those with cash and a sharp eye for business, accumulating cheap assets laid the foundations for future riches. 58 A contraction in the value of assets on this scale begs the question of why the depression was not more severe and why it did not last even longer. Fortunately, foreign ownership diluted the full effect of liquidation and reconstruction schemes. British residents owned roughly 40 percent of bank deposits, and three-quarters of these were with banks that suspended. 59 Moreover, British depositors held around 45 percent of claims in suspended land banks and building societies. 60 Australian banks lent heavily to the pastoral industry but escaped the full force of low commodity prices and the drought through the greater exposure of specialist intermediaries whose major investors and creditors were also British. 61 The Australasian and Insurance and Banking Record estimated that British investors had committed £18 million in shares and £28 million in debentures in pastoral companies, and British insurance companies had invested another £7 million in mortgages against squatting properties. 62 Some of this capital was swept away as some of the leading pastoral companies followed the banks down the path of reconstruction. 63 Yields on investments fell heavily as reconstruction schemes, falling profi ts, and interest rates cut share values and dividends.
For two decades up to World War I, British investors liquidated large amounts of their portfolio positions in Australian activities. The British quit their deferred deposits upon maturity, leading to a radical and swift shift in the composition of the balances held by banks in London from a net liability of £24 million 1892 to a net credit of £200,000 in 1899. 64 Robert Nash's calculations shown in Table 6 highlight the growing importance of Australian and New Zealand ownership of claims against corporations and governments relative to the British investors, and the absolute fall in the value of claims against private sector entities by the British. This shift in the balance between domestic and British capital refl ects more than a reduction in capital raising by non-mining Australian fi rms in London. 65 Existing British claims were being liquidated or sold to Australian resident holders.
The losses suffered by British investors in the 1890s signaled a change in the relationship between the two countries in terms of capital exports. Australian governments returned to the British capital market on a large scale before World War I and in the 1920s. However, I suggest that foreign direct investment by British companies in a new range of industries replaced passive portfolio investment by Scottish widows. It is diffi cult to know when the balance shifted decisively in favor of foreign direct investment (FDI) by British multinationals. 66 In the second half of the nineteenth century, much of direct private capital infl ow from Britain had taken place through the agency of "free-standing" British registered fi rms, principally merchant houses and in resourceexploiting activities, whose operations were located overseas. 67 There was a shift towards direct investment in Australia by the more conventional twentieth-century multinationals whose overseas subsidiaries were minor adjuncts to home-market activities. By the 1930s, more than eighty leading British and American manufacturing companies had set up factories in Australia behind the rising tariff wall.
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Responses to the Bank Crashes
What happened next? Peter Love wrote, "The depression of the 1890s left a profound impression on the minds of a whole generation of Australians and accentuated a number of concerns that helped shape the nation in the twentieth century."
69 How did Australia respond to the banking crisis? Why was no action taken to ensure that a repeat of this type of banking failure was less likely, such as formal collective agreements about prudential standards enforced through clearinghouse associations, as in the United States of America, or the establishment of a central bank with prudential oversight? The varied reactions of the key actors-the customers, the banks, and the state-provide some clues.
The banks' customers returned. For those who wanted only a savings instrument there were alternative and seemingly safer places to earn interest on savings, and the trading banks lost deposit market share to savings banks and life insurance offi ces up to World War I. By 1903, deposits in trading banks had barely recovered their 1893 level, but grew by 61 percent to 1913, to be nearly double those in the savings banks. 70 However, those customers seeking credit or making payments had fewer alternatives. Banks were still the dominant providers of credit to high-net-worth individuals and businesses. Moreover, banks continued to enjoy their monopoly on domestic and international payments. They alone provided checking accounts and organized inter-bank clearing through local clearinghouses. Extensive networks of correspondence arrangements with foreign banks allowed them to make and receive payments for importers and exporters and to process capital transfers inward and outward. Transaction fees on clearances, foreigncurrency conversion, and running a bill book at their London branch further protected the banks' revenue base. 71 During the 1890s, the Australian banks battened down their hatches and hung on. Survival was their immediate focus, and salvation came with the breaking of the drought, rising commodity prices, renewed immigration, and rising government spending in the new century. Around 1900, once banks had paid off obligations incurred as part of reconstruction schemes, they began rebuilding their holdings of cash overseas and locally and adopted a more conservative approach to lending. 72 Their actions could be construed as self-insuring against any further calamity. However, each bank made commercial decisions in accordance with the canons of sound banking. Board directors, some of whom represented the preference shareholders, played a far more active role in the affairs of their banks. Executive authority was diminished in both weak and strong banks, as the directors of both the Commercial Bank of Australia and the mighty Union Bank of Australia assumed executive responsibilities. 73 Why was there such a lack of imagination, intellectual curiosity, and urgency in the response of the banking community? Part of the explanation may lie in the human-resource practices of these institutions. Toward the end of the nineteenth century, emerging internal labor markets gave lifetime employment to workers trained in bank-specifi c functional skills. However, these closed labor markets did not lead to new ideas and did not encourage mavericks reaching the top. Even those British banks operating in Australia had no transfer of staff between the two countries. Moreover, staff with fi rsthand experience of the Bank of England's role as a central bank were limited to the small number of British staff in the London offi ces. Moreover, the closure of the Australian market to foreign banks closed another avenue of new ideas and different experiences that might have widened the horizons of local bankers.
What of the government? Australia did have a "free banking" regime through the nineteenth century, minimal restrictions on entry, no controls on interest rates or balance sheet ratios, and only bank-issued notes-but politicians were giving serious thought to some form of central banking in the 1890s. 74 One reason for the absence of a government bank prior to this point was that two functions often performed by central banks at the time-issuing and managing government debt and issuing bank notes-were handled by other means. Independent colonies borrowed from individual banks, a consortium of "domestic" banks, particularly the Associated Banks of Victoria, or external institutions, such as the London & Westminster Bank and the Bank of England. 75 Moreover, local banks issued notes that were fully convertible into coin. Robin Gollan wrote, "One of the responses to [the crash] was a demand for a national bank and currency, more emphatic, more extensive, and somewhat more precise than ever before." 76 The constitution of the new federation of Australian colonies in 1901 gave power to the Commonwealth to make laws with respect to banking. Political parties from the right and the left in the federal parliament were thinking long and hard about creating a national bank. Sir John Forrest, Treasurer in Alfred Deakin's Ministry of 1905-1907, was corresponding with the Bank of England on detailed points of policy regarding a national note issue. 77 The turn of the electoral cycle enabled the Labor Government of Andrew Fisher, with majorities in both houses, to introduce legislation in 1910 addressing the note issue and in 1911 establishing the Commonwealth Bank of Australia. 78 In the half century after the 1890s crash, the Commonwealth Bank of Australia grew in stature and infl uence, with its powers signifi cantly enhanced by amending legislation in 1924, before becoming a fullblown central bank in the early years of World War II. In hindsight, there was no grand plan. Geoffrey Sawer refl ected, "In the period of its foundation, when particularly feared for its socialist implications, the Bank was least equipped to carry out its ambitious plans for economic control, and the Fisher government (to the disgust of the Bank's ideological father, King O'Malley) had almost no notion how to use it for such purposes." 79 Rather, the bank responded to the most pressing matters of the day, whether these were fi nancing rural producers or raising war loans during World War I, or coping with the emerging problems facing the Australian economy in the 1920s and 1930s. 80 There were a multitude of pressures, not least from the Bank of England, for the creation of a central bank in Australia. The Commonwealth Bank did evolve into a policy maker, with considerable independence from the governments of the day, on a range of monetary matters, refusing to fund government debt and devaluing the Australian pound in the Great Depression. 81 The power that the Commonwealth Bank exercised came from amendments to its governing legislation in 1924 and from the accumulation of skill and experience of its board and executive staff, most of whom were drawn from the second tier of private bank management. Private bankers fought as best they could against the growing diminution of autonomy in their affairs. 82 However, on the eve of the Japanese attack on Pearl Harbor, the private banks still enjoyed complete freedom from central bank control over the composition of their balance sheets, the ability to lend to whomever they pleased, and to set interest rates. Moreover, the Commonwealth Bank of Australia had no responsibility for prudential regulation.
The Australian government's inability to respond directly to the issues of fi nancial instability for decades after the 1890s crash is a puzzle. This inaction contrasts with the political will to federate and to create a host of new institutions to deal with particular problems, such as regulating the labor market and setting minimum wages, forming the Loan Council to coordinate international borrowing by the states and the Council for Scientifi c and Industrial Research to promote research. Could it have been that gaining an understanding of what needed to be done about instability in the Australian fi nancial system in the 1890s and 1900s was just too diffi cult? There were no easily identifi able models to adopt as the evolution of central banking in the northern hemisphere in the late nineteenth century was an intuitive and organic process shifting shape between countries and embedded within country-specifi c institutional frameworks. 83 In contrast, in the 1930s, Australian economists employed by universities and having strong intellectual links to Britain rose to the challenge of the policy issues created by the Great Depression. 84 Could it be that customers, bankers, and governments, both politicians and bureaucrats, came to believe that because there was no repeat of the 1890s banking crisis as the years passed then all was well? The 81 Schedvin, Australia and the Great Depression, 130-68. 82 For a perceptive account from the point of view of the private banks in their dealings with the Federal government and the Commonwealth Bank of Australia, see S. J. Butlin great shocks of the new century, two wars and a depression, did not result in a banking crisis. Post-World War II monetary policy imposed tight liquidity ratios as a by-product of its management of bank credit. When fi nancial deregulation in the 1980s permitted banks to lend once again with abandon and doubts arose concerning the solvency of some banks, the Reserve Bank of Australia found its cupboard of prudential controls embarrassingly bare.
Conclusion
Many commentators have expressed incredulity at the enthusiastic reception given by the Commercial Bank's shareholders at the Melbourne meeting to endorse the proposal to reconstruct. I argue that the legislature and the courts made critical decisions that determined the outcome of the 1890s banking crisis. The passage of the Company Act Amendment Acts, fi rst in New South Wales, prior to the suspension of a major bank, determined the outcome of the crisis. Judges had little discretion to reject or amend the proposal to reconstruction once threequarters of the creditors at the meeting voted in favor. Consequently, Australia had a far softer landing than it would have experienced if there had been wholesale liquidation of its banks in 1893.
The reconstruction schemes set the terms for the workout of failed banks. The bargain was that both creditors and owners shared the pain by deferring claims and ownership rights for lengthy periods. There were externalities associated with these contracts-the banking system continued to function and the private costs to the parties spilled over into the real economy. The reduced wealth of depositors and shareholders depressed spending. Analysts can estimate the loss of wealth suffered by depositors. The upsurge in the 1880s of British deposits held by Australian banks was a contributing factor to the excessive growth of credit and their term of maturity as a source of instability. 85 However, the negative wealth effect on the Australian economy was reduced by much of the loss falling on non-residents. British investors also held claims on other non-bank fi nancial intermediaries who suffered losses. Not surprisingly, there was a large-scale withdrawal of British private portfolio investment from Australia before World War I.
The lack of a targeted response in the aftermath of the crisis or in subsequent decades remains a puzzle. On one level, the 1890s crisis solved itself through workouts whose parameters were set by a series of court-sanctioned private treaties between the parties involved. The economy eventually resumed growth. Australians muddled through. To 85 Boehm, Prosperity and Depression, 275. my knowledge, there was no articulated view that a private rather than a public intervention was the optimal response. On the contrary, at that time the character of the Australian polity had a decidedly interventionist bent. The powers of the state rose as a consequence of Federation in 1901, and political parties fought to use the authority and resources available to government. However, bank reform to provide for prudential regulation was lost among the plethora of other initiatives for generations, partly because, in the absence of another bubble generating widespread instability at the core of the fi nancial system, Australian bureaucrats, bankers, and politicians continued to neglect prudential issues. 
